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Background and Objective

We were engaged to audit the U.S. Department of Housing and Urban Developments’ (HUD)
consolidated financial statements in accordance with government auditing standards generally
accepted in the United States of America (GAGAS) and the requirements of Office of
Management and Budget (OMB) Bulletin 19-03, Audit Requirements for Federal Financial
Statements, and as required by the Chief Financial Officers Act of 1990 as amended. The
objective of our audit was to express an opinion on the fair presentation of HUD’s consolidated
financial statements.

In planning our audit of HUD’s consolidated financial statements, we considered internal
controls over financial reporting and tested compliance with selected provisions of applicable
laws, regulations, contracts, and grant agreements that may materially affect the consolidated
financial statements. Providing an opinion on internal controls or compliance with selected
provisions of laws, regulations, contracts, and grant agreements was not an objective, and,
accordingly, we do not express such an opinion.

Management is responsible for

e Preparing the financial statements in conformity with accounting principles generally
accepted in the United States of America.

e Establishing, maintaining, and evaluating internal controls and systems to provide
reasonable assurance that the broad objectives of the Federal Financial Management
Improvement Act of 1996 (FFMIA) are met.

e Complying with applicable laws, regulations, contracts, and grant agreements.

We were required by GAGAS to obtain reasonable assurance about whether HUD’s consolidated
financial statements were presented fairly, in accordance with accounting principles generally
accepted in the United States of America (GAAP), in all material respects.

This report is intended solely for the use of HUD management, OMB, and Congress. However,
this report is a matter of public record, and its distribution is not limited.
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Independent Auditor’s Report’

To the Secretary,
U.S. Department of Housing and Urban Development:

In our audit of the fiscal year 2019 consolidated financial statements of the U.S. Department of
Housing and Urban Development (HUD), we found

e That HUD’s consolidated financial statements as of and for the fiscal year ended
September 30, 2019, were presented fairly, in all material respects, in accordance with
U.S. generally accepted accounting principles, except for the possible effects of the
matters described in the Basis for Qualified Opinion paragraph.

e One material weakness and three significant deficiencies in internal control over financial
reporting, based on the procedures we performed.

e Three reportable noncompliances with provisions of applicable laws, regulations,
contracts, and grant agreements tested.

The following sections discuss in more detail (1) our report on the financial statements, which
includes emphasis-of-matter paragraphs related to single-year presentation of the financial
statements, the Government National Mortgage Association’s (Ginnie Mae) modified Federal

2 This report is supplemented by three separate reports issued by HUD’s Office of Inspector General (OIG) to

provide a more detailed discussion of the internal controls over financial reporting and compliance with laws,
regulations, contracts, and grant agreements and to provide specific recommendations to HUD management.
The findings have been included in the Internal Controls Over Financial Reporting and Compliance With Laws,
Regulations, Contracts, and Grant Agreements sections of the independent auditor’s report. The supplemental
reports are available on the HUD OIG internet site at https://www.hudoig.gov and are entitled (1) Additional
Details To Supplement Our Fiscal Year 2019 U.S. Department of Housing and Urban Development Financial
Statement Audit (audit report 2020-FO-0003, issued February 7, 2020); (2) Federal Housing Administration
Fiscal Years 2019 and 2018 Financial Statements Audit (audit report 2020-FO-0001, issued November 14,
2019); and (3) Government National Mortgage Association Audit of Fiscal Year 2019 Financial Statements
(audit report 2020-FO-0002, issued February 7, 2020).




credit reform accounting and implementation of Federal Accounting Standards Advisory Board
(FASAB) Statement of Federal Financial Accounting Standards (SFFAS) 51 — Insurance
Programs, correction of errors, required supplementary information (RSI),® and other information
included with the financial statements;* (2) our report on internal control over financial reporting;
(3) our report on compliance with laws, regulations, contracts, and grant agreements; and (4)
agency comments and our evaluation.

Report on the Financial Statements

In accordance with the Chief Financial Officers Act of 1990, as amended, we have audited
HUD’s consolidated financial statements. HUD’s consolidated financial statements comprise the
consolidated balance sheet as of September 30, 2019; the related consolidated statement of net
cost, changes in net position, and combined statement of budgetary resources for the fiscal year
then ended; and the related notes to the financial statements.

We conducted our audit in accordance with U.S. generally accepted auditing standards. We
believe that the audit evidence we obtained is sufficient and appropriate to provide a basis for our
audit opinion, except for the significant effects of certain unresolved audit matters, which
restricted our ability to obtain sufficient, appropriate evidence about HUD’s other non-credit
reform loans and other liabilities related to Ginnie Mae’s liability for loss on remaining coverage
under its mortgage-backed securities (MBS) guarantee program.®

Management’s Responsibility for the Financial Statements

HUD management is responsible for (1) the preparation and fair presentation of these financial
statements in accordance with U.S. generally accepted accounting principles; (2) preparing,
measuring, and presenting the RSI in accordance with U.S. generally accepted accounting
principles; (3) preparing and presenting other information included in documents containing the
audited financial statements and auditor’s report, and ensuring the consistency of that
information with the audited financial statements and the RSI; and (4) maintaining effective
internal control over financial reporting, including the design, implementation, and maintenance
of internal control relevant to the preparation and fair presentation of financial statements that are
free from material misstatement, whether due to fraud or error.

Auditor’s Responsibility

Our responsibility is to express an opinion on the fair presentation of these consolidated financial
statements based on our audit. U.S. generally accepted government auditing standards require
that we plan and perform the audit to obtain reasonable assurance about whether the financial

3 Inits fiscal year 2019 agency financial report, HUD presents “required supplemental stewardship information”
and “required supplementary information,” which are included with the financial statements. The required
supplemental stewardship information presents information on investments in non-Federal physical property and
human capital and investments in research and development. The required supplementary information presents
management’s discussion and analysis and a combining statement of budgetary resources.

4 Other information consists of information included with the financial statements, other than the RSI and the
auditor’s report.

5 Part of HUD’s other liabilities includes Ginnie Mae’s liability for loss on remaining coverage under its MBS
guarantee program. This amount is determined by subtracting Ginnie Mae’s guaranty asset from its guaranty
liability.



statements are free from material misstatement. We are also responsible for applying certain
limited procedures to the RSI and other information included with the financial statements.

An audit of financial statements involves performing procedures to obtain audit evidence about
the amounts and disclosures in the financial statements. The procedures selected depend on the
auditor’s judgment, including the auditor’s assessment of the risks of material misstatement of
the financial statements, whether due to fraud or error. In making those risk assessments, the
auditor considers internal control relevant to the entity’s preparation and fair presentation of the
financial statements in order to design audit procedures that are appropriate in the circumstances
but not for the purpose of expressing an opinion on the effectiveness of the entity’s internal
control. Accordingly, we express no such opinion. An audit of financial statements also
involves evaluating the appropriateness of the accounting policies used and the reasonableness of
significant accounting estimates made by management, as well as evaluating the overall
presentation of the financial statements. Our audits also included performing such other
procedures as we considered necessary in the circumstances.

We believe the audit evidence we have obtained is sufficient and appropriate to provide a basis
for our qualified audit opinion.

Basis for Qualified Opinion

During the audit of HUD’s component entity, Ginnie Mae, sufficient, appropriate audit evidence
on which to base an opinion could not be obtained related to (1) material asset balances for
nonpooled loans and allowance for loan loss account balances, and (2) significant estimates
related to guaranty asset and guaranty liability. These unresolved matters are a scope limitation
in our audit work that contributes to our qualified opinion.

Material asset balances related to other noncredit reform loans could not be fully audited.
We could not audit $2.6 billion (net of allowance) in other noncredit reform loans related
to Ginnie Mae’s nonpooled loan assets (NPA) as of September 30, 2019. This condition
occurred because Ginnie Mae’s NPA accounts could not be fully audited due to
documentation challenges; and, in part due to time constraints imposed by the statutory
reporting deadlines. In addition, Ginnie Mae made various restatement adjustments and
correction of errors to these accounts which we were not notified about until October
2019. The late notification of the restatements toward the latter part of the audit limited
our ability to adequately review them and gather sufficient, appropriate evidence to
validate the accuracy and propriety of these accounting adjustments.

Modeling concerns impacting guaranty asset, guaranty liability, and allowance for loan
loss estimates. Our audit work noted significant modeling concerns affecting Ginnie
Mae’s guaranty asset and guaranty liability, which are netted and consolidated into
HUD'’s other liabilities financial statement line item totaling $977 million.® These
concerns also affected the allowance for loan loss estimates, totaling $144 million, related
to Ginnie Mae’s mortgage loans held for investment which are consolidated into HUD’s

& $972 million for liability for loss on remaining coverage under SFFAS 51 — Insurance programs and $5 million for
related liabilities recorded under account 2990 — Other Liabilities without related budgetary obligations.



other noncredit reform loans financial statement line item. We were unable to complete
our planned audit work due to time constraints imposed by the statutory reporting
deadlines. The modeling concerns relate to appropriateness and reasonableness of the
model methodologies, specifications, and model assumptions used in various models,
which raised questions about the reliability of the accounting estimates produced by the
Ginnie Mae models.

When evaluating these areas and their impacts on HUD’s consolidated financial statements as a
whole, we determined that material financial statement line items were impacted and the possible
effects of undetected misstatements in these areas could be material but not pervasive to HUD’s
fiscal year 2019 consolidated financial statements. There were no other satisfactory audit
procedures that we could adopt to obtain sufficient, appropriate evidence or we were unable to
complete other audit procedures within the statutory timeframes required with respect to these
matters. This determination impacted the following areas reported on HUD’s consolidated
financial statements: (1) other noncredit reform loans totaling $2.3 billion, net of allowance; (2)
$977 million in other liabilities; (3) $213 million in elimination from the Federal Housing
Administration’s (FHA) loan guarantee liability; (4) $52.6 million in accounts receivable; and
(5) note 8, note 15, and note 25 to HUD’s consolidated financial statements. These areas also
impacted HUD’s statement of net costs and its statement of changes in net position. Readers are
cautioned that amounts reported in the consolidated financial statements and related notes
impacted by these areas may not be reliable.

Qualified Opinion

We have audited the financial statements of HUD, which comprise the consolidated balance
sheet as of September 30, 2019, and the related consolidated statement of net costs, changes in
net position, combined statement of budgetary resources, and related note disclosures for the
fiscal year then ended in accordance with U.S. generally accepted accounting principles.

In our opinion, except for the possible effects of the matters described in the Basis for Qualified
Opinion section, the accompanying consolidated financial statements present fairly, in all
material respects HUD’s financial position as of September 30, 2019, and its net cost of
operations, changes in net position, and budgetary resources for the fiscal year then ended in
accordance with U.S. generally accepted accounting principles. Accordingly, we express a
qualified opinion on HUD’s consolidated financial statements.

Emphasis of Matter

The following are matters that we draw users’ attention to that are presented or disclosed in the
financial statements, which we believe are of such importance that it is fundamental to users’
understanding of these financial statements.

Single-Year Presentation of Ginnie Mae Financial Statements

We were engaged to audit HUD’s fiscal year 2019 financial statements and not the prior-
year financial statements. Therefore, HUD presented single-year financial statements for
fiscal year 2019 activity and did not present comparative statements. This independent
auditor’s report’s scope is related to only HUD’s fiscal year 2019 financial statements.




Modified Federal Credit Reform Accounting and SFFAS 51 Implementation

As discussed in note 1 to the financial statements, although Ginnie Mae’s MBS guarantee
program does not follow the Federal Credit Reform Act, it uses a program, financing,
liquidating, and capital reserve account to process its cash receipts and disbursements
through the U.S Department of the Treasury. Ginnie Mae established this fund structure
at the direction of OMB in 2012. Under this structure, OMB also instructed Ginnie Mae
to annually record an upward or downward reestimate and negative subsidy payment for
budgetary purposes only. Based on these estimates, Ginnie Mae transfers money
between its accounts. These transfers are reflected in the spending authority from
offsetting collections and new obligations and upward adjustments financial statement
line items on the statement of budgetary resources and impact the amount held in fund
balance with Treasury versus investments on the balance sheet. Therefore, although
HUD accounts for Ginnie Mae’s MBS guarantee program in accordance with SFFAS 51,
it also performs a modified credit reform accounting at the direction of OMB.

Correction of Errors in HUD’s Fiscal Year 2019 Financial Statements

As discussed in note 1 to the financial statements, HUD corrected its 2019 beginning
balances to correct the following errors: (1) incorrect classification of the Rental
Assistance Demonstration Program (RAD) conversion funds under the Section 8 program
as funds from dedicated collections instead of all other funds, (2) incorrect recognition of
Indian Housing Block Grant disbursements used for investment as expenses instead of
advances, (3) abnormal balances that resulted from incorrect posting logic, (4)
differences between the subledger and general ledger, and (5) incorrect subsidy expense
for loan guarantees due to erroneous postings of Section 108 upfront fees to the account
for the subsidy expense fee component.

HUD’s component entity, Ginnie Mae, also performed two sets of restatements to its
fiscal year 2018 financial statements, which were consolidated into HUD’s financial
statements as corrections of errors. These corrections were due to (1) the implementation
of a subledger database and new accounting policies to account for NPA portfolio
balances, presented as other noncredit reform loans on HUD’s balance sheet in
compliance with GAAP requirements, and (2) errors identified by Ginnie Mae internal
controls due to erroneous data inputs, incorrect formulas, and incorrect information used
to determine various NPA balances.

HUD also changed its accounting principles to account for Ginnie Mae’s MBS guarantee
program and HUD’s internal use software. In fiscal year 2019, Ginnie Mae began
accounting for its MBS program as an insurance program as defined in SFFAS 51 —
Insurance Programs. SFFAS 51 became effective for all agencies beginning in fiscal year
2019. HUD also used the accounting principles of SFFAS 48 and 50 to establish an
opening balance for internal use software as part of HUDs’ general property, plant, and
equipment.

Our opinion was not modified with respect to these matters in fiscal year 2019.



Other Matters

The following are other matters that are relevant to the users’ understanding of the audit we
conducted of HUD’s consolidated financial statements, our responsibilities as the auditor, and
our audit report included herein.

Required Supplementary Information

U.S. generally accepted accounting principles issued by FASAB require that the RSI be
presented to supplement the financial statements. Although the RSI is not a part of the
financial statements, FASAB considers this information to be an essential part of
financial reporting for placing the financial statements in an appropriate operational,
economic, or historical context. We have applied certain limited procedures to the RSI in
accordance with U.S. generally accepted government auditing standards, which consisted
of inquiries of management about the methods of preparing the RSI and comparing the
information for consistency with management’s responses to the auditor’s inquiries, the
financial statements, and other knowledge we obtained during the audit of the financial
statements, in order to report omissions or material departures from FASAB guidelines, if
any, identified by these limited procedures. We did not audit and we do not express an
opinion or provide any assurance on the RSI because the limited procedures we applied
do not provide sufficient evidence to express an opinion or provide any assurance.

Other Information

HUD’s other information contains a wide range of information, some of which is not
directly related to the financial statements. This information is presented for purposes of
additional analysis and is not a required part of the financial statements or the RSI. We
read the other information included with the financial statements in order to identify
material inconsistencies, if any, with the audited financial statements. Our audit was
conducted for the purpose of forming an opinion on HUD’s financial statements. We did
not audit and do not express an opinion or provide any assurance on the other
information.

Report on Internal Controls Over Financial Reporting

In connection with our audit of HUD’s consolidated financial statements, we considered HUD’s
internal control over financial reporting, consistent with our auditor’s responsibility discussed
below. We performed our procedures related to HUD’s internal control over financial reporting
in accordance with U.S. generally accepted government auditing standards.

Management’s Responsibility

HUD management is responsible for maintaining effective internal control over financial
reporting, including the design, implementation, and maintenance of internal control relevant to
the preparation and fair presentation of financial statements that are free from material
misstatement, whether due to fraud or error.

Auditor’s Responsibility

In planning and performing our audit of HUD’s consolidated financial statements as of and for
the year ended September 30, 2019, in accordance with U.S. generally accepted government
auditing standards, we considered HUD’s internal control over financial reporting as a basis for
designing audit procedures that are appropriate in the circumstances for the purpose of
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expressing our opinion on the financial statements, but not for the purpose of expressing an
opinion on the effectiveness of HUD’s internal control over financial reporting. Accordingly, we
do not express an opinion on HUD’s internal control over financial reporting. We are required to
report all deficiencies that are considered to be significant deficiencies’ or material weaknesses.?
We did not consider all internal controls relevant to operating objectives, such as those controls
relevant to preparing performance information and ensuring efficient operations.

Definition and Inherent Limitations of Internal Control Over Financial Reporting

An entity’s internal control over financial reporting is a process effected by those charged with
governance, management, and other personnel, the objectives of which are to provide reasonable
assurance that (1) transactions are properly recorded, processed, and summarized to permit the
preparation of financial statements in accordance with U.S. generally accepted accounting
principles and assets are safeguarded against loss from unauthorized acquisition, use, or
disposition and (2) transactions are executed in accordance with provisions of applicable laws,
including those governing the use of budget authority, regulations, contracts, and grant
agreements, noncompliance with which could have a material effect on the financial statements.

Because of its inherent limitations, internal control over financial reporting may not prevent or
detect and correct misstatements due to fraud or error.

Results of Our Consideration of Internal Control Over Financial Reporting

Our consideration of internal control was for the limited purpose described above and was not
designed to identify all deficiencies in internal control that might be material weaknesses and
significant deficiencies or to express an opinion on the effectiveness of HUD’s internal control
over financial reporting. Given these limitations, other deficiencies in internal control that might
be material weaknesses or significant deficiencies may exist that have not been identified.

During our fiscal year 2019 audit, we identified four deficiencies in HUD’s internal control over
financial reporting, one of which we classified as a material weakness and three of which we
considered to be significant deficiencies. We have communicated these matters and have
reported them in separate audit reports to HUD management.® These separate audit reports
contain details regarding HUD’s, FHA'’s, and Ginnie Mae’s internal controls over financial
reporting and augment the discussions of instances in which HUD did not comply with
applicable laws, regulations, contracts, and grant agreements.

" A significant deficiency is a deficiency, or a combination of deficiencies, in internal control over financial
reporting that is less severe than a material weakness, yet important enough to merit attention by those charged
with governance.

8 A material weakness is a deficiency, or combination of deficiencies, in internal control, such that there is a
reasonable possibility that a material misstatement of the entity’s financial statements will not be prevented or
detected and corrected on a timely basis.

% Audit Report 2020-FO-0003, Additional Details To Supplement Our Fiscal Year 2019 U.S. Department of
Housing and Urban Development Financial Statement Audit, issued February 7, 2020; Audit Report 2020-FO-
0001, Federal Housing Administration Fiscal Years 2019 and 2018 Financial Statements Audit, issued November
14, 2019; Audit Report 2020-FO-0002, Government National Mortgage Association Audit of Fiscal Year 2019
Financial Statements, issued February 7, 2020
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Material Weakness

1. HUD did not always comply with GAAP, significant estimates were not reliable, and
adequate support for material asset balances could not be provided in time to be audited.
a. HUD did not properly account for or have adequate accounting support for all of
its assets, liabilities, and budgetary resources. Specifically, HUD did not (1) use
an appropriate method to commit and disburse fiscal year 2014 and prior
obligations for the Office of Community Planning and Development’s (CPD)
formula grant programs; (2) adequately validate CPD’s accrued grant liability
estimate; (3) use complete and accurate data to estimate the Office of Public and
Indian Housing’s (PIH) prepayment balance; (4) recognize all financial events
resulting from PIH’s cash management process; (5) ensure the completeness of or
accurately report on accounts receivable; or (6) properly account for property,
plant, and equipment. These deficiencies occurred because of continued
weaknesses in HUD’s internal controls and insufficient financial management
controls and systems. As a result, several financial statement line items were
misstated or at risk of material misstatement as of September 30, 2019.

b. Ginnie Mae’s accounting estimates for guaranty asset, guaranty liability, and
mortgage loans held for investment allowance for losses could not be audited.
We identified significant concerns regarding the reliability of these material
accounting estimates. In addition, we encountered supporting documentation
challenges when testing the validity and accuracy of claims receivable and
reimbursable costs receivable which prevented us from completing our audit
work. These conditions occurred due to weaknesses in Ginnie Mae’s financial
management governance, including estimation model governance, and
weaknesses in internal controls. Further, these accounts could potentially have
undetected misstatements that could be material and pervasive. For mortgage
loans held for investment and acquired property, we could not complete our audit
of these accounts, partly due to the impact of late notification of restatement
adjustments and corrections of errors, and timing of the receipt of the yearend
data that we needed to complete our yearend balances testwork to meet statutory
timeframes. Therefore, we were unable to express an opinion on Ginnie Mae’s
$2.6 billion in NPA and related accounts and the $7.1 billion and $8.1 billion in
guarantee asset and guarantee liability respectively, as of September 30, 2019.

Significant Deficiencies

1. There were HUD-wide weaknesses in internal controls over financial reporting (HUD,
FHA, and Ginnie Mae). Our audits of the HUD consolidated, FHA, and Ginnie Mae
financial statements identified weaknesses in internal controls over financial reporting.
While some of the weaknesses identified were specific to HUD, and FHA and Ginnie
Mae component financial reporting processes, the impact of the component-level
weaknesses also impacted the completeness and accuracy of HUD’s financial reporting
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process when consolidating component-entity financial information to prepare HUD’s
consolidated financial statements and accompanying notes.

HUD financial reporting. In fiscal year 2019, HUD continued to significantly
improve the accuracy and completeness of its financial reporting; however, we still
noted errors in its interim financial statements and notes. Specifically, HUD (1)
incorrectly classified RAD as funds from dedicated collections in its first and second
quarter fiscal year 2019 financial statements and (2) reported an incomplete Note 25 —
Insurance Programs in its third quarter financial statements. We attributed these
conditions to limitations in HUD’s financial reporting controls. As a result, HUD’s
quarterly consolidated financial statements were misstated, and without our review,
HUD’s yearend financial statements would have been misstated and not fully
compliant with GAAP or OMB Circular A-136.

FHA financial reporting. During the fiscal year 2019 audit, we identified control
deficiencies in financial reporting, and some control deficiencies reported in prior
fiscal years remained. The new control deficiencies identified this fiscal year were
related to the insufficient research and model documentation for a key assumption in
the home equity conversion mortgage (HECM) model, improper recording of refunds
for the single-family and HECM programs, and errors in reporting the HECM
insurance-in-force and the reestimates in the financial statement note disclosures.
These conditions occurred because FHA did not properly research and concurrently
document its rationale for a decision on a key HECM model assumption, properly
design its posting models, and have effective processes in place to ensure that data
reported in the financial statement note disclosures were properly presented and
reported. As a result, the loan guarantee liability was potentially overstated by
approximately $309.1 million, and obligations, outlays, and collections were
understated by $81.8 million in FHA’s general ledger at the end of fiscal year 2019.

Also, as in prior years, FHA continued to face challenges in deobligating invalid
obligations in a timely manner and may have missed an opportunity to put $55.4
million to better use in fiscal year 2019 because it did not deobligate invalid
obligations. Further, FHA had not addressed the weaknesses in processing recorded
HECM assignments that we identified during our fiscal year 2018 audit.

Ginnie Mae financial reporting. Ginnie Mae continued to make progress in
strengthening internal control over financial reporting during fiscal year 2019.
However, we identified deficiencies that demonstrated weaknesses in certain internal
controls over financial reporting. Specifically, Ginnie Mae (1) was unable to provide
assurance on the effectiveness of its internal controls, (2) had control weaknesses
regarding its nonpooled loan assets, and (3) had weaknesses in its data processing
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controls within its nonpooled assets audit remediation (NPAAR) solution. These
conditions occurred because Ginnie Mae (1) did not complete necessary OMB
Circular A-123 testing, (2) lacked sufficient communication and coordination with its
mastersubservicers' during the planning and development phase of its subledger
database (SLDB), (3) relied on detective controls to validate data from the Office of
Enterprise Risk (OER) to SLDB rather than preventive controls, and (4) deferred a
significant number of programming code corrections and enhancements. As a result,
Ginnie Mae’s loan-level data contained errors that were corrected through (1) manual
adjustments in fiscal year 2019 totaling $219 million, and (2) restatement of its fiscal

year 2018 financial statements by an absolute value of $65.4 million in assets and
liabilities and net impact of $19.6 million in its investment in the U.S. Government.
These corrections impacted the September 30, 2019, balances of all 23,476 active
loans in its NPA portfolio. Until remaining weaknesses are resolved, Ginnie Mae
cannot provide assurance that its internal controls can be relied on to prevent and
correct misstatements or the risk of material misstatements in its financial statements
in a timely manner.

2. Despite progress, HUD’s financial management system and computing environment

weaknesses continued. While HUD continued to make progress in its multiyear effort to
address financial management system weaknesses and limitations during fiscal year
2019, challenges remained. These challenges remained due to a continued lack of key
functionality and critical financial systems to meet financial management needs.
Additionally, HUD did not ensure that controls over its computing environment fully

complied with HUD policy and Federal guidance. Specifically, we identified weaknesses

related to HUD’s IBM mainframe general support system and the New Core Interface
Solution as well as deficiencies in application-level general and data management system
controls in Ginnie Mae’s Financial Accounting System and subledger database. As a
result of the shortcomings in HUD’s financial management systems, we continued to
report on weaknesses in HUD’s financial reporting, which increased the risk of a
misstatement on HUD’s financial statements, as discussed in this audit report. Further,
without adequate controls over its computing environment, (1) HUD lacked assurance
that financial management applications and the data within them would be adequately
protected and (2) was not in full compliance with Federal information system controls
requirements for certain systems.

10" Ginnie Mae developed a new nonpooled assets (NPA) SLDB to support financial accounting and reporting. The

11

new NPA SLDB is used to produce loan-level accounting following GAAP and Federal budgetary accounting
guidance. Its output feeds into Ginnie Mae’s general ledger and financial statements. The NPA audit
remediation solution is commonly referred to as NPAAR.

Ginnie Mae engages mastersubservicers to perform servicing responsibilities for its pooled and nonpooled loan
portfolios. As part of these activities, the mastersubservicers routinely request advances from Ginnie Mae for
shortfalls in borrower taxes and insurance payments and other costs. In August 2014, Ginnie Mae transferred
servicing responsibilities to different servicing entities, referred to as the current mastersubservicers.
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3. HUD financial management governance had progressed, but financial management
processes had not fully matured. During fiscal year 2019, HUD experienced progress
with its financial management governance; however, several areas remained unaddressed
or require further improvements to fully address weaknesses and reach maturity of
financial management processes. Specifically, as of September 30, 2019, (1) risk
mitigation responsibilities for enterprise risk management were not assigned, (2)
organizational assessments found weaknesses with financial management and internal
control, (3) management reviews and assessments were not performed, and (4) program
offices did not implement internal controls, including funds control, for key operations.
Weaknesses in program and component internal controls, which impacted financial
reporting, developed, in part due to a lack of fully matured financial management
processes. These financial management maturity weaknesses contributed considerably to
the (1) significant deficiencies in internal controls over financial reporting; (2) instances
of noncompliance with laws, regulations, contracts, and grant agreements; and (3)
consecutive years of identifying and recording correction of errors that impacted prior-
year balances. Further, these weaknesses allowed for identified risks to continue and not
be managed. While financial management leadership continued to provide direction and
priorities to ensure proper oversight and implementation of robust financial management
practices, HUD continued to experience challenges in significant areas, indicative of
HUD’s need for continued growth toward financial management maturity.

Intended Purpose of Report on Internal Control Over Financial Reporting

The purpose of this report is solely to describe the scope of our consideration of HUD’s internal
control over financial reporting and the results of our procedures, and not to provide an opinion
on the effectiveness of HUD’s internal control over financial reporting. This report is an integral
part of an audit performed in accordance with U.S. generally accepted government auditing
standards in considering internal control over financial reporting. Accordingly, this report on
internal control over financial reporting is not suitable for any other purpose. In addition to
separate reports detailing the internal control issues included in this report and providing specific
recommendations to HUD management, we noted other matters involving internal control over
financial reporting and HUD’s operations that we are reporting to HUD management in a
separate management letter.

Report on Compliance With Laws, Regulations, Contracts, and Grant Agreements

In connection with our audit of HUD’s consolidated financial statements, we tested compliance
with selected provisions of applicable laws, regulations, contracts, and grant agreements
consistent with our auditor’s responsibility discussed below. We caution that noncompliance
may occur and not be detected by these tests. We performed our tests of compliance in
accordance with U.S. generally accepted government auditing standards.

Management’s Responsibility
HUD’s management is responsible for complying with laws, regulations, contracts, and grant
agreements applicable to HUD.
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Auditor’s Responsibility

Our responsibility is to test compliance with selected provisions of applicable laws, regulations,
contracts, and grant agreements applicable to HUD that have a direct effect on the determination
of material amounts and disclosures in HUD’s consolidated financial statements and perform
certain other limited procedures. Accordingly, we did not test compliance with all laws,
regulations, contracts, and grant agreements applicable to HUD.

Results of Our Tests for Compliance With Laws, Regulations, Contracts, and Grant Agreements
Our tests for compliance with selected provisions of applicable laws, regulations, contracts, and
grant agreements disclosed three instances of noncompliance for fiscal year 2019 that would be
reportable under U.S. generally accepted government auditing standards. However, the objective
of our tests was not to provide an opinion on compliance with laws, regulations, contracts, and
grant agreements applicable to HUD. Accordingly, we do not express such an opinion.

1. HUD?’s financial management system did not comply with the Federal Financial
Management Improvement Act. HUD’s FFMIA noncompliance continued in fiscal year
2019. We noted a number of instances of FFMIA noncompliance within HUD’s
financial management system. HUD’s continued noncompliance was due to ineffectively
designed and operating key internal controls over financial reporting and unimplemented
recommendations from longstanding issues related to component and program offices’
system weaknesses.

2. HUD and Ginnie Mae did not comply with the Debt Collection Improvement Act. HUD
did not comply with the Debt Collection Improvement Act (DCIA) as amended. HUD
had 81 sustained audit receivables,*? dating back to 2006, for which it had not established
a repayment agreement or received reasonable collections. Without repayment
agreements, HUD could not determine whether these receivables were in delinquent
status, nor could it maximize collection efforts. In addition, HUD did not have
reasonable assurance that its accounts receivable records included all debts owed to it.
Similar to the lack of repayment agreements and collections, without assurance that it had
recorded all debts owed to it, HUD could not ensure that it serviced and took necessary
steps to collect all debts. We attributed these conditions to weaknesses in HUD’s
management system for debt collection, as the Office of the Chief Financial Officer’s
debt collection efforts had not led to an effective system for identifying and servicing
debts or maximizing collections. As a result, HUD was hampered in its ability to comply
with DCIA and to recoup money owed to it that could have been used to serve the public.

Ginnie Mae also continued its noncompliance with the Act in fiscal year 2019. As
reported in the past 4 fiscal years, Ginnie Mae continued its practice of not analyzing the
possibility of collecting on certain uninsured mortgage debts owed to Ginnie Mae, using
all debt collection tools allowed by law, before discharging them. This condition
occurred because Ginnie Mae continued to take the position that DCIA did not apply to
it; therefore, it did not need to comply with DCIA requirements. Thus, HUD’s and

12 Sustained audit receivables are receivables that result from HUD OIG audits.
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Ginnie Mae’s noncompliance with the Act continued, and as a result, they were unable to
recoup funds due them that could be used to serve the public.

3. HUD did not always comply with the Improper Payments Elimination and Recovery Act
of 2010. A HUD Office of Inspector General (OIG) audit® found that fiscal year 2018
marked the sixth consecutive year in which HUD did not always comply with the
Improper Payments Elimination and Recovery Act of 2010 (IPERA). Specifically, it did
not always (1) publish improper payment estimates for all required programs and (2)
report an improper payment rate of less than 10 percent. These conditions occurred
because HUD was continuing to revamp its program to address prior-year IPERA
compliance issues. Until all of the prior- and current-year IPERA issues have been
remediated, HUD will likely continue to miss opportunities to prevent, identify, reduce,
and recover improper payments.

Intended Purpose of Report on Compliance With Laws, Regulations, Contracts, and Grant
Agreements

The purpose of this report is solely to describe the scope of our testing of compliance with
selected provisions of applicable laws, regulations, contracts, and grant agreements and the
results of that testing and not to provide an opinion on compliance. This report is an integral part
of an audit performed in accordance with U.S. generally accepted government auditing standards
in considering compliance. Accordingly, this report on compliance with laws, regulations,
contracts, and grant agreements is not suitable for any other purpose.

Results of the Audit of FHA’s Financial Statements

We performed a separate audit of FHA'’s fiscal years 2019 and 2018 financial statements. Our
report on FHA'’s financial statements* includes an unmodified opinion on FHA'’s financial
statements, along with discussion of one significant deficiency in internal controls.

Results of the Audit of Ginnie Mae’s Financial Statements

We performed a separate audit of Ginnie Mae’s fiscal year 2019 financial statements. Our report
on Ginnie Mae’s financial statements includes a disclaimer of opinion on these financial
statements, along with discussion of two material weaknesses; one significant deficiency in
internal control; and one instance of noncompliance with laws, regulations, and contracts.

13 Audit Report 2019-AT-0001, Compliance With the Improper Payments Elimination and Recovery Act, issued
June 3, 2019.

14 Audit Report 2020-FO-0001, Federal Housing Administration Fiscal Years 2019 and 2018 Financial Statements
Audit, issued November 14, 2019.

15 Audit Report 2020-FO-0002, Government National Mortgage Association Audit of Fiscal Year 2019 Financial
Statements, issued February 7, 2020.
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Auditee Comments and Our Evaluation

HUD’s Chief Financial Officer (CFO) provided a response to our draft independent auditor’s
report on January 31, 2020, which can be found in its entirety, along with our evaluation, in
appendix A.

The CFO recognized that, overall, the report demonstrates considerable improvements in HUD’s
financial management and reporting processes when compared to prior years. However, the
CFO did not agree with the way certain conclusions and characterizations were presented in this
report.

We will work with HUD during the audit resolution process as HUD develops and implements
corrective action plans to address these findings. We look forward to working with HUD
through its finance transformation efforts to advance HUD’s financial management maturity.

@ML

Kimberly R. Randall
Deputy Assistant Inspector General for Audit
Washington, DC

February 7, 2020
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Appendixes

Appendix A

Auditee Comments to Independent Auditor’s Report

Ref to OIG
Evaluation

uENT,
I O

U.S. DEPARTMENT OF HOUSING AND URBAN DEVELOPMENT
WASHINGTON, DC 20410-3000

Comment 1

Comment 2

Comment 3

HUD OCFO MEMO 20-21

MEMORANDUM FOR:  Rae Oliver is, Inspecgor General, HUD, GAF
?&/m—u

FROM: nnis, Chief Financial Officer, HUD, F

SUBJECT: esponse to Fiscal Year 2019 Financial Statement Audit —
Transmittal of Draft Fiscal Year 2019 Independent Auditor's Report

On HUD's Fiscal Year 2019 Financial Statements

HUD continues to be committed to fulfilling its mission to create strong, sustainable, inclusive communities
and quality affordable homes for American families and individuals. We are also commitied to building
strong processes to protect tax payor funds from fraud, waste and abuse. The work of HUD's Office of
Inspector General (OIG) helps to ensure that HUD programs and employees work to successfully accomplish
these goals.

Through our finance transformation efforts, we are overcoming several historical challenges. We have built
strong and robust governance practices, made significant improvement in our internal controls and financial
policies, improved our operations, leveraged intelligent automation, and built a strong foundation to continue
towards financial excellence.

While, in my professional opinion as a CPA and former audit partner, I may not agree with certain
conclusions, and characterizations, in the audit opinion related to the Office of Inspector General's (“0IG")
inability to obtain audit evidence for GNMA's fully implemented processes and controls related to non-
pooled loans and related balances, [ do appreciate that the Independent Audit Report recognizes the significant
improvements made in our financial controls over the last two years.

My office also acknowledges the importance of the audit process in our finance transformation efforts and
we will continue to work jointly with the OIG to address and improve the way we do business. Our business
process improvements will be driven by our assessment of materiality and will pursue meaningful changes
based on allocated resources. Our focus will be on improving internal controls throughout the department,
continuing to enable the remediation of HUD's weaknesses, and using intelligent automation to allow our
employees to work more efficiently and effectively for high risk areas.

Through the efforts of the Office of the Chief Financial Officer’s Financial Transformation plan, including
robust governance, HUD will continue to make progress and fully restore sound financial management and
stability throughout the department. The entire HUD team is c